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THE ECONOMIC ANALYSIS PRESENTED BY CEC STAFF IS JELOGICAL,
CONTRADICTORY AND RELIES ON INACCURATE ASSUMPTIONS

A. Introduction

The testimony of Julia Frayer and Michael Jaske is fraught with serious errors of
economic analysis. The premise of Julia Frajrer’s testimony is that the release of

additional information by buyers will actually reduce the prices that those buyers will pay.

Ms. Frayer outlines her key argument on page 4 of her testimony:

Accordingly, information dissemination, such as that proposed in the NOI,

should reduce uncertainties of suppliers and provide for more efficient market

outcomes under a competitive market structure, including lower prices as &

 result of lower embedded risk premiums in the offers of suppliers and aggressive

competition among existing supplies, as well as competitive pressures from

possible new development.d

Ms. Frayer also contends, in several places of her testimony, that the public release
of buyers’ confidential information will not be harmful to buyers because the majority of
the information is already in the public domain, and the public release of the data
provides merely a refinement of the proxy information currently available to suppliers.

This testimony will demonstrate that: (1) the assumptions underlying the
argument that buyers will be helped by the release of their private data are not valid; (2)
the conclusion that buyers will be helped and not harmed by the release of their private
data, under the circumstances that presently exist in the California electricity market, 1s
Wrong; and (3) the argument that no harm will be done by releasing buyers’ confidential
information because so much information is already publicly available contradicts the
argument that releasing the information will improve the market, and demonstrates that

Ms. Frayer’s testimony is more rhetoric than reason. Ms Frayer’s conclusions and

recommendations are naive and should be rejected by the Commission.

1 CEC/Frayer, p. 4.
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This chapter also proves false the contention that the Califofxnia market cannot be
plunged into a new “energy crisis.” As noted below, many of the conditions present in
2000-2001 are still with us.

B. Buyers Will Likely Be Harmed By the Release of Confidential Information

Before addressing the inaccurate assumptions underlying Ms. Frayer’s argument
that buyers Will be helped by public release of their confidential data, I demonstrate that
the basic premise is illogical. Ms. Frayer contends that access to information about
buyers’ needs for additional power will reduce sellers’ uncertainty and risk, result in more

aggressive competition among sellers, and ultimately lead to lower prices for buyers. More

-aggressive competition among sellers is just another way of saying that after receiving

buyers’ confidential information, sellers would offer their power at lower prices, since the
risk and uncertainty about certain information underlying their pricing would be reduced
or eliminated. Itis evident that whether the disclosure of buyers’ information about their
need for additional power leads sellers to lower their prices depends strongly on the
content of that information, and the nature of the market in which the transactions will
occur. Consider the following two scenarios.
Scenario 1 7 | .

| There are ten sellers of capacity, each with 100 MW of power to sell. Buyer A issues
a Request for Offers (RFO) to acquire an unknown quantity of power. Initially, the sellers
have no information about the level of procurement that will take place. The sellers know
that Buyer A must acquire sufficient power to meet a regulatory resoﬁrce édequacy
requirement of 115% of A’s peak load, but they do not know A"s load forecast or the
magtrutude of A’s emstmg stock of power. This uncertainty causes the sellers to balance
uncertainties inherent in future bids, since the sale of power may result in a foregone
opportumty of higher value later or may represent an opportunity now for a good price
that will not be available later. Now suppose that Buyer A is then required Ito release its

power requirements, and it is revealed that Buyer A needs to procure only 100 MW to
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fulfill its needs. This information may lead the sellers to conclude that their opportunity

to sell to Buyer A in some subsequent RFO, or even to sell to another buyer, competing

against essentially the same set of suppliers, is small. The sellers recognize that this

auction will be very competitive and a bid strategy that attempts to capture any

substantial premium over marginal éost is likely to result in a losing bid. In scenario 1,

the release of buyer information may indeed lead to lower prices paid by buyer A.
Scenarig 2

There are two sellers of capacity, each with 500 MW of power to sell.- Again, Buyer

A issues an RFQ, is under a 115% of peak resource adequécy requirement, and the sellers

initially do not know the extent of Buyer A’s needs. In this scenario, when Buyer A 1s
required to release its power requiremeﬁts, it is revealed that Buyer A immediately needs
to acquire 600 MW. The sellers once again face reduced uncertainty. In fact, theyr each
now know that Buyer A must acquire at least 100 MW of power from each of the sellers in
order to satisfy its demand. The price that each seller can demand for the sale of at least
the last 100 MW of its available power is constrained only by the penalties Buyer A might
face for failing to meet its regulatory requirement, or thé‘ consequences of regulatory
oversight of the power auction. It is evident that in this scenario the buyei' can expect to
pay a much higher price once its confidential data is released publicly.

The conclusion that one must draw from these scenarios is that one cannot
determine the magnitude, or even the directioh, of the impact of revéaling a buyer’s
confidential information unless one knows the conditions of the market into which this
information is to be_: revealed. Thus, even if one believes the unsupported statement that
b.uyers will be helped by the release of their confidential data, the statement can only be
true under certain assumptions about the market. As discussed later in this testimony,
the market conditions in California will most likely result in higher prices for California
consumers if the I0U’s market sensitive information is revealed, as the CEC staff

proposes.
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C. Ms. Fraver’s Analysis Relies On An Assumption That Buyvers Do Not Know
Their Best Interest in Disclosing Information and, Moreover, That
Somehow Her Argument Does Not Apply Symmetrically to Seliers

Ms. Frayer asserts that the release by buyers of information about their needs will

- reduce sellers’ uncertainty and thereby encourage more aggressive competition among

sellers to the benefit of buyers. Ms. Frayer presents no analysis whatsoever showing that
reduced supplier uncertainty will lead to more aggressive competition by sellers. One
néed not explore fhe inconsistencies of her argument to understand its implausibility
because it is predicated on the fact that buyers do not know what is in their best interest,
and must be forced to reveal their confidential information because, though the medicine
does not taste good, it will be good for them. Ms. Frayer’s theory and its factual predicates
are wrong.

Ms. Frayer’s testimony is also contradicted by the manifest reluctance of power
sellers to disclose their own confidential information. In other words, the disclosure Ms.
Frayer proposes is only partial (only TOUs, not all buyers disclose) and is one-sided (only
buyers disclose, not sellers). Assume fhat Ms. Frayer is corfect in her assertion that thé'
release by buyers of information about their needs would reduce sellers’ uncertainty, and
encourage more aggressive competition — thus reducing prices ultimately paid by buyers.
Then would not the corollary be that sellers should be required to release confidential
information, such as the degree to v&hich their output is committed under contract, and
their operating cost information, including gas contracts? The public release of this
informétion would surely reduce buyers’ uncertéinty! By reducing the risks that buyers
face, they should be willing to compete more aggressively for supply, thus increasing the
price buyers are willing to pay to satisfy their needs. This would certainly be an aid to
sellers. However, Ms. Frayer and the CEC staff make no such recommendation. Should

sellers be required to have this confidential information pub]icly released, since it is,

 under Ms. Frayer’s theory, in the sellers’ best interest to do so? If power sellers really
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- believed this argument, they would be urging the mandatory release of all confidential

seller information! By contrast, if sellers do not believe that they should be required to

release their information (because they do not really believe that the reduction in buyers’

uncertainty will lead to higher prices), then, it would seem that the sellers themselves are
not convinced that Ms. Frayer’s theory is correct.

D. Ms. Frayver Is Mistaken in Concluding That the Structure of the California

Market Will Somehow Prevent Market Manipulation

Ms. Frayer’s assumptions about thé structure of the power market in which this
information would be used are seriously flawed. She asserts that: (1) there are many
sellers;2 (2) there are no barriers to entry;2 and (3) the large number of markets and the
complexity of these markets makes manipulation and market power difficult.2 Each of |
these assumptions is false.

Ms. Frayer argues that there are many sellefs, which would limit the potential for
tacit collusion. In fact, the number of large sellers of capacity is substantially limited.
Within California, there are no more than six sellers with large portfolios,® and the
amount of capacity available from the remaining small sellers is insufficient to meet the
needs of the large load-serving entities (LSEs). This cannot be fairly represented as a
market with a large number of sellers. Ms Frayer naively argues that we need not worry
about tacit collusion in this market because the lconditions for tacit collusion, as put forth

by Jean Tirole, are not met. Ms. Frayer misunderstands Dr. Tirole’s analysis. Dr. Tirole’s

conditions include: (1) market participants are able to see each other’s prices, (2) suppliers

have similar cost structures, and (3) there is a high concentration of suppliers. While it is

CEC/Frayer, p. 8.

Id., pp. 2-3.

Id..p. 9. .

The gix are: AES (plants controlled by Williams), Calpi_ﬁe, Duke, Dynegy, Mirant, and Reliant.

]

[
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“not evident that even the first of these three conditions has been met, there is another

condition facilitating the potential for tacit collusion that Dr. Tirole would not have even
bothered to consider, as it is not consistent with typical markets, but is, unfortunately, a
defining characteristic of electricity markets: a vertical or at least nearly completely
inelastic demand curve. This factor is critical since it greatly enhances the potential gains
from tacit collusion, thus substantially broadening the conditions under which one might
obs.erve it. As noted above, there is a high concentration of suppliers, and although Ms.
Frayer has failed to note this fact, each of these suppliers that owns well over 2,000 MW of
existing supply in California, is almost exclusively fueled by natural gas, with facilities

whose heat rates are similar, resulting in Dr. Tirole’s “similar cost structure” condition

: b'eing met.

One need not be limited by theory in determining that tacit collusion is possible in
California’s electricity market. There was a substantial history of observed tacit collusion
during the California energy crisis of 2000-2001. The bidding behavior of four of the five

large generatorsé during summer 2000 showed remarkable similarity, while at the same

time being completely dissociated with underlying costs of production. Ms. Frayer ignores

‘this recent evidence of market manipulation as if it never occurred. The Commission

should not be so cavalier. There have been inany examinations of this collusive behavior
in Califorﬁia energy markets that conclude that market power was being exercised by this
set of sellers (Borenstein, Bushnell and Wolak’s paper and Joskow and Khan’s paper to
name just two)‘. In addition, the evidence of tacit collusion is demonstrated by the actual
bidding behavior of these market participants as documented in the work by Caroline

Berry. The facts show that not only is tacit collusion and market power possible in

8  Calpine did not have a substantial portfolio at that time, and Duke had sufficiently sold its power
forward during summer of 2000, that its hidding behavior did not match the others until late 2000/early
2001. ' '
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California’s electricity market, but it has been experienced to a tremendous degree costing
California consumers many billions of dollars in unwarranted costs. For Ms. Frayer to
argue that we need not concern ourselves about the possibility of market power in light of
the $40+ billion that California has already lost to market power is the height of naiveté.
It would in my opinion be irresponsible for California regulators to adopt her
recommendations in light of the recent and extreme evidence of market manipulation in
Califorhia. |

Ms. Frayer also claims that “to the extent that there are no barriers to entry, new‘
supply will discipline manipulation that the I0Us so strongly fear.”Z Ms. Frayer bases her
contention that there are no barriers to entry on the simple assertion that there isa
“potential for many new suppliers.” Although it may be true that in the long run, new
generation can be built, her broad conclusion that therefore there are no barriers to entry
is simply not consistent with the long lead time, difficult siting, and substantial capital
investment associated with new power plant development in California. The long lead
times and other challenges associated with building new generation are essentially the
same today as they were during the 2000-2001 crisis. While these barriers are by no
means insurmountable g_ive.ﬁ sufficient time and resources, their continual existence
clearly creates the opportunity for incumbents to exert large amounts of market power for
extended periods of time. Duriﬁg the 2000-2001 énergy crisis, Caiifornia experienced such
high prices from market power and mérket manipulation that the losses to the state were
estimated to have been up to $40 billion. It is no wonder that California’s TOUs (one of
which was driven into bankruptcy, another to the brink of bahkmptcy) strongly fear such
manipulation on behalf of their customers. Moreover, it is noteworthy that new entry did

not prevent the manipulation or “discipline” the market during that crisis. Either there

I  CEC/Frayer, p. 29.
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are in fact substantial barriers to entry, or the assertion that new entry will protect
against this manipulation is untrue. In either event, Ms. Frayer’s assertions are highly
suspect in light of what has occurred in California in the recent past. Itis telling,
however, to note that Ms. Frayer utterly fails to address any of this evidence market
manipulation in her testimony. |

If a problem, such as market power, does exist in the eléctricity markets, resulting
in high prices, then even if these high prices provided an incentive for new generation
investment, it would likely take 3-4 years before the new generation could come on line.
The cost consequences of waiting for the price signal to result in such a response could be
astronomical. Ms. Frayer again ignores these real world considerations. Moreover, since
new entry would lower the price, suppliers will not build expecting to receive the prices in
the current market, bu.t those that they forecast will exist éfter their new plant is built.
Finally, the new generation investment market is such that new entry simply is not
happening based on sellers’ observing market price signals. New generation investment
oceurs from long-term contracts being offered by a creditworthy load-serving entity (LSE).
Me. Frayer’s argnments about the release of confidential buyer information providing
important price signals for new investment is just not supported by the facts. The new
investment signal that builders of new generation respond to is a contract with a
creditworthy LSE, period. |

Finally, Ms. Frayer’s third assertion about the structure of the market is that
gaming and manipulation is unlikely because of the large number of markets and the
market complexity. Nothing could be further from the truth. California’s electricity
market is indeed properly characterized as contau'ningr many markets and _being highly
complex. It may also be the most manipulated and garﬁed market in history, preciselz‘
because of its complexitv and the interactions between the many markets. The testirﬁony
of Peter Fox-Penner for the California Parties in the FERC refund prdceeding from March
2003 (FERC Docket EL-095), describes the myriad games and manipulative strategies
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thaf were identified and quantified within just the 100 days allowed the California Parties
by FERC to conduct discovery and analysis of the California market at that time. Later,
Dr. Fox-Penner created a “calendar” for the summer of 2000 showing that the number of
tariff—violéting manipulative strategies employed by the various market participants in
each and every hour of the summer typically exceeded 30. In other words, in almost every
single hour of the entire summer of 2000, there was evidence of at least 30 gaming
strategies being employed by market participants. These primarily consisted of the so-
called Enron games with names such as Fat Boy, Ricochet, Death Star, and Get Shorty.
As Dr. Fox-Penner’s testimony describes, these games were possible precisely because of
the complexity of the many markets, and the resulting inability to effectively monitor the
activities in all these complex markets. Again, Ms. Frayer simply ignores these real Woﬂd
conditions and effectively assumes them away in her analysis.

Ms. Frayer draws a wholly inaccurate conclusion about the California markets and
their vulnerability to market power and manipulation, despite the extensive recent history
of just that. Based on her naive assumptions and faulty conclusions, she argues that the
California markets must be assumed to be competitive (“the exiting market structures
would suggest that workable competition is the norm,” p. 4), and therefore buyers will be
helped by forced release of their confidential information, This argument can reasonably
be described as a house of cards whose underpinnings have been knocked out. It is also
extremely naive and irrespbnsible for her to make her recommendations without
addressing the overwhelming evidence from the recent past in California.

The previous arguments show that Ms. Frayer’s rests her basic assertion that
public release of buyer information will reduce costs to buyers on the fundamental
underlying assumption. that California’s electricity markets are structured in such a way
as to make manipulation impossible or very unlikely, but this assumption has been
demonstrated to be false in the recent past. In particular, the market for which SCE is

seeking to maintain buyer data confidentiality is, at the very least, the market for capacity
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where buyers are faced with a resource adequacy requirement (RAR). SCE has very good
reason to believe that this market will not behave competitively. The requirement that
LSEs meet 115% of their peak load with capacity procurement essentially guarantees both
an inelastic, if not vertical, demand curve, and a market in which the total available
supply is not expected to exceed the required demand by much, increasing the likelihood of
collusidn (tacit or otherwise) or even individual market power by a pivotal supplier.
Furthermore, to the extent the current requirement can only really be met through
bilateral capacity contracts, there may effectively be no market power mitigation to
protect buyers (with the possible exception being a complaint to the CPUC that may result
in the granting of a waiver for some portion of the RAR). Under these conditions, which
strongly favor the seller in an auction or negotiation setting, the asymmetric release of
information advocated by Ms. Frayer (buyer information becoming available to sellers
without equivalent seller information becoming available to buyers) is a recipe for

disaster.

Ms. Frayer’s argunments ére blind to the possibility of buyer harm, despite the fact
that the release of this information is being sought at the request of the very sellers that
Ms. Frayer argues would be harmed and against the wishes of the buyers that would
presumably benefit from the public release of their data. And her arguments are based
solely on the naive acceptance of theory, using unfounded and questionable (at best)
assumptions, in contradiction to valid experimental analysis, common sense, the
demonstrated self interest of all the parties, and the recentrhistory of California electricity

market performance.

E. Ms. Frayer’s Arguments Are Undercut By The Claim That The Data Is Not
New
Perhaps even more questionable than Ms. Frayer’s theory that buyers will be
helped by the forced public release of their confidential data, is the assertion fhat buyers

will not be harmed because essentially all the data is already public. Ms. Frayer

10
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discusses, at some length, the asserted fact that the data that buyers seeks to protect:
(1) will only be made available in aggregate form, and (2) is not substantially different
than the public data that already exists.2 As such, she argues that the buyers’ concerns
regarding the harm from the release of this information are unfounded, as proxies for this
information already exist in the public domain. The gist of this argument, c}early a “heads
I win, tails you lose” argument, is that buyers should not be concerned about the harm
that could be caused by sellers’ access to buyers’ confidential information because that
information is essentially (proxy, approximate, substitute, etc.) already in the publc
domain, but, buyers will gain because this information will make sellers compete more
aggressively and lower their costs. Ms. Frayer states iﬁ her testimony on p 19-20:

First the NOI is proposing the release of aggregated, non-resource specific data,

which would make it difficult for suppliers to identify the exact commitments of

their competitors. Second, the first three years of the forecast time horizon

(2006-2008) from the resource plans will not be released.

Either the confidential information is of value, and will have an impact on markets
(one way or the other) because it is new or different than the current publiclly-available set
of information, or there is neither any real harm to be suffered by bﬁyers, nor gain to be
had by sellers, from the public release of the data since it really is not new or different
from other publicly available data. Ms. Frayer wants it both ways. She would have the
Commission on the one hand believe that there is no need to protect this data because it is
not really new. On the other hand, she asserts that its value is so great that buyers
should be forced to reveal it over their strenuous objections because they just do not
understand that its release Wiil be good for them. These transparent arguments to
support a “seller’s perspective” position on the asymmetric release of information should

be disregarded, and customers should be protected by having the buyers’ data remain

confidential.

£ CEC/Frayer, pp. 11-13.

11
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Not only is Ms. Frayer’s reasoning flawed, but her “Winner’s Curse” argument? is
also misplaced. Ms. Frayer argues that if suppliers have incorrect information in an
auction, a supplier who wins the supply contract ultimately loses money because his
winning bid was based on incorrect internal estimates. The supplier thus suffers a
“winner’s curse.” This argument has several defects. First, irrespective of the information
released by buyers, a seller knows its costs of selling a specified product. Information
released beyond the product specification does not impact a seller’s “internal estimates”
related to the cost of providing that product. Second, one must ask what it means for a
supplier to lose money as a result of winning in the auction. Clearly this means that the
supplier sold his power for less than he otherwise would have, had he possessed a better or
more accurate “estimate.” Therefore, in this scenario, the buyer did not have to disclose
its confidential data, and as a result the seller bid and was awarded the bid at a lower
price than if the information had been disclosed. Of course, if the seller obtained a lower
price in a situation where data was protected, the buyer also paid a lower price.

Ms. Frayer, in the “Winner’s Curse” example, proves the contrary of her prior
argument. The “Winner’s Curse” example shows that a buyer could in fact be harmed
through the disclosure of its confidential information. The curse of the winning supplier
(who, if at all competent, will not actually lose money as bidding below operating costs
would be foolish, but will simply not profit as much as in the alternative case when buyer’s
confidential data is mad public) is the boon of the buyer.

F. Ms. Frayer's Argu ments Are Contradictory
How does Ms. Frayer reconcile the following three statements?
“Tn my professional opinion, the aggregated summary tables are not a ‘trade secret’

because their release will benefit ratepayers.” (p. 5)

2 1d.,p. 16.

.12
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“One key way that revelation of information reduces risk is by decreasing the
chance that a winning bidder will suffer the ‘Winner’s Curse’, where the supplier wins the
supply contract, but ultimately loses money because his winning bid was based on
incorrect internal estimates (incorrect private information).” (p. 16)

“The aggregated summary tables proposed to be released by the NOI cannot be
reasonably deemed as a ‘trade secret’ as similar commercial information is already in the
public domain."(p. 11)

If one reads these statements together, it appears that ratepayers benefit from the
release of their information, information that is similar to commercial information already
in the public domain, because otherwise sellers would submit bids that were too low,
causing the sellers to lose money.

Ms. Frayer fails to grasp the importance of the asymmetry of the proposed release
of information. Under the CEC staff proposal, buyers will disclose confidential data;
sellers will not. In her testimony, Ms. Frayer describes the economic theory associated
with the benefits of information availability to an efficient auction.2? In particular, she
states, “dissemination of information that helps refine the participants’ views on the value
of the product being sold/bought is generally considered efficiency enhancing.”-ll But Ms.
Frayer’s theory is, as stated, being equally and symmetrically applied to the buyers and
sellers. The CEC staff proposal to publicly release confidential information applies only to
buyers. In other words, Ms. Frayer’s conclusions do not é;pply to the one-sided release of
infprmation that the Commission staff proposes and Ms. Frayer supports. There are no
recommendations being made in this or any other forum that would require the equal and
complete disclosure of information from all market participants, nor is there any practical

way in which to enforce a requirement for equal and full disclosure.

0 CEC/Frayer, p. 14.

11 1d. emphasis supplied.
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Ms. Frayer goes on to discuss the importance of allocating transactions to the lowest
cost suppliers, even though cost information from suppliers is maintained as confidential
information. Ms. Frayer discusses attaining equilibrium between buyers and sellers, but
fails to analyze the fact of ﬁsymmetric release of information between buyers and sellers.
She goes on to note that Milgrom and Weber “determine that having private information

allows a company to make excess profits — a form of market inefficiency.”2 Yet sellers are

~ explicitly allowed to maintain the confidentiality of their positions in the market, their

cost structure, ete., which according to Ms. Frayer’s interpretation of Milgrom and Weber,
would permit them to earn excess profits, at customers’ expense. Meanwhile she is
recommending that buyers (LSEs such as SCE acting on behalf of their customers, and not
earning a red cent in profit from procurement activities) be required to reveal their
information, even though, if they also had access to “excess profits” from retaining |
confidentiality, .those profits would take the form of reduced customer costs.

When Ms. Frayer explicitly addresses asymmetryls she gets the facts and the
definition wrong. First, she asserts incorrectly that “the IOUs are well informed about
each other’s positions and have extensive data on suppliers through the various filings
prepared by those suppliers to the state al_id federal regulators.” This is patently false.
10Us are not well informed about each other’s positions, as the only information they have
about each other’s positions is that which is publicly available. If the publicly-available

information were sufficient to become well-informed about the other IOUSs’ positions, then

~we would not be having this debate about keeping market-sensitive information

 confidential. Next, she asserts that IOUs have extensive information on suppliers. This is

again not true. Suppliers are not reguléted in the same sense as IOUs and there is much

less information available about suppliers than IOUs in the public domain. Finally, Ms.

12 CEC/Frayer, p. 15.
13 14, p. 19.
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Frayer’s parenthetical regarding public release of aggregated summary tables, “(which
would be disseminated to all and thus preclude the asymmetry between buyers assumed
in the experimental study)” demonstrates a fundamental lack of understanding of the
asymmetry described in the study. The relevant asymmetry is not an asymmetry of access
to the buyers’ confidential information, but the fact that buyer information is proposed to
be made available to all participants (buyers and sellers) while seller’s information would
remain confidential. Absent an understanding of this basic definition of asymmetry, Ms.
Frayer’s conclusions regarding information release, asymmetry, and the impact of the
release of buyer’s information to the market must be rejected.

G. In Summary, Ms. Frayer’s Analysis s False

In conclusion, Ms. Frayer’s testimony naively asserts, based on incorrect
assumptions, that buyers will benefit in the form of lower prices if their confidential
information is publicly released. She bases this conclusion on faulty logic, without any
analysis based on facts, empirical evidence or experimentation, and by using internally
inconsistent and contradictory arguments. As such, her testimony cannot form the basis
for any conclusions about the benefits to customers from public release of their
confidential data. In fact, the only real study and analysis shows that customers would be
harmed if their data were asymmetrically released to the sellers. Indeed, California
consumers have already been harmed by the manipulative practices of sellers and the
unilateral and one-sided release of information would further tilt the playing field against
the interests of the IOU’s customers.

If nothing else, one mﬁst step back from the rhetoric and analysis and answer the
siﬁlple question: If a buyer’s information is involuntarily released to the sellers in
advance of an auction of solicitation, will the Vbuyer benefit or the seller? Ms. Frayer
asserts it will be the buyer. Common sense, economic theory and rigofous
experimentation say it will be the seller. if Ms. Frayer believes her own arguments, then

she should attempt to put them to use in Las Vegas. She could join a poker game at any
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casino, and play with her hand exposed to all the other players. They would be able to
modify their otherwise inaccurate agsessments about what hand she held, and reduce
their uncertainty. They would then be able to bid Iﬁore aggressively, thereby assuring,
under her misguided theories, that she would achieve greater success. I will volunteer to
participate in an experiment to test this theory, but only as one of the other players. No
onein their right mind would bankroll Ms. Frayer. The Commission should similarly

reject her recommendations.

H. The Release Of Crucial Demand/Supply Data Could Result In Conditions

Similar Te Those California Witnessed In The 2000-2001 Energy Crisis

Dr. Jaske claims that release of aggregated summary information proposed by the
Energy Commission would not contribute to a situation similar to the 2000-2001 energy
crisis.2¢ Dr. Jaske contends that: (1) the present market situation is different than it was
in 2000-2001 because the IOUs in 2000-2001 were required to purchase from a éentral
power market that operated a Day-Ahead houﬂy energy market, while in 2005 there is no
organized Day-Ahead energy market and the spot purchase of IOUS’ capacity is no more
than 5%; and (2) the IOUs did not provide any forward supply/demand balance
information to other market participants in 2000-2001. While Dr. Jaske’s statements
regarding the differences between the situatibn in 2000-2001 and 2005 are generally
correct, at least for the period in 2000 - 2001 when SCE was procuring power from the 1SO
and PX, he fails to address the similarities between then and now. Moré_over, the
differences he cites do not support his conclusion. Rather, they support SCE’s position
that releasing market sensitive information to market participants could lead to

comparahle consequences.

14 CEC/Jaske, p. 7.
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The crisis in 2000-2001 s.howed that the existence of a large number of market
participants did not prevent those participants from manipulating prices and supply.
Increasing the number of market participants did not result in lower prices but in the
opposite. Market participants abused their general knowledge of IOUs’ need for resources
and individually reduced supply and/or increased bid prices to increase clearing prices,
rather than trying to maximize their potential sales by lowering their prices below their
competitors’. The supplier situation in 2000-2001 is comparable to the one in l2005. There
were at least as many market participants in the market in 2000-2001 willing to sell to
the IOUs as now, even if the I0Us now contract primarily through competitive
solicitations and bilateral contracts. |

Manipulative business strategies, combined with the frozen retail rates for the
T0Us, resulted in the bankruptcy of one IOU and the near-bankruptey of another.
Electricity prices for California’s consumers increased dramatically. The arguments of Dr.
Jaske do not support why revealing market sensitive information to market participants
this time would not result in the same consequences.

Another similarity to 2001 is a nearly vertical demand curve. As noted, during the
energy crisis SCE faced a set of suppliers who learned that they could profit from their
manipulative behavior, and SCE's nearly vertical demand iequirements (for energy)
ultimately left SCE no choice but to buy at whatever prices the markets permitted. Today,
SCE’s need is primarily for capacity (as Dr. Jaske notes, we have hedging authority for
energy and have used it), and nothing has changed to ensure that California’s IOUs are
not as short in capacity as they were in energy during ﬁhe crisis. The demand curve to
meet a regulatory capacity requirement is vertical, and there is little or no excess supply.
These conditions, tdo, show more similarity than difference to the 2000-2001 energy crisis.

Thus, IOUs could be faced with similar consequences.
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CEC’S ATTACK ON DR. PLOTT'S STUDIES IS MISINFORMED AND
UNAVAILING

Introduction

CEC staff raises three central issues regarding the conditions under which my

testimony is reliable. Staff claims that my results do not generalize to specific market

forms often used in the procurement of power, and contends that the results of my

testimony do not hold if: (i) an auction mechanism is used;2% (i1) there is no conspiracy,

exercise of market power or collusion;16 and (iii) the information disclosed is only the RNS,

as opposed to more information about the demand for electric power.

I completely disagree with the CEC’s witnesses. Their analysis is deficient in many

key respects and their conclusions and recommendations are dangerously naive, in my

opinion. In response to the analysis of the expert witnesses testifying on behalf of the

15 “First, the claims made by the IOUs and their market experts are based on abstracted experimental

analysis which ignores key considerations of the actual procurement process of the IOUs and the current
market environment for electricity supply” CEC/Frayer p. 2 (emphasis added). “Thus, through the
competitive nature of the selection process, the procurement processes of the I0Us are generally
characteristic of an auction.” CEC/Frayer p. 13.

16 «@iven the current market structure in the state, with many qualified suppliers and the potential for

many new suppliers in the long term, economic theory would suggest that coordinated action (even tacit
collusion) is unlikely. Rather, economic theory in conjunction with the existing market structures would
suggest that workable competition is the norm.” CEC/Frayer pp. 3-4. “IOU’s concerns about market
manipulation effectively treat the many current electricity suppliers as if they were as a single entity or
as if they behaved in a coordinated fashion. This supposes some sort of coordination or tacit collusion in
the procurement process. Professor Plott frankly acknowledges his objective in analyzing the ‘incentives
among competitors that also foretell upward pressure on prices’.” CEC/Frayer pp. 21-22.

17 “Professor Plott tests the impact of continuously revealing the entire demand curve (which consists of

quantities for the hypothetical product that the buyer is seeking to procures and the marginal value that
the buyer places on each incremental quantity) in his experiments.” CEC/Frayer p. 2. “The aggregated
summary tables will show total demand and total resources; the NOI does not propose to reveal the
IOU’s marginal value of energy supply, which is exactly what the experimental study assessed.”
CEC/Frayer p. 21. “This is a severe abstraction of the reality of the NOI proposal. The aggregated
summary tables as proposed in the NOI would be equivalent to a single quantity point in contrast to the
entire set of price and quantity pairs for each buyer that the experiment releases to suppliers.”
CEC/Frayer, p. 21.
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CEC staff, I performed additional studies. These additional studies were designed to
illustrate the mechanism through which the forced disclosures will hurt the California
electricity-consuming public (thereby proving false the assertion that my analysis lacks
such a mechanism),16 and address other criticisms of my testimony raised by the CEC staff
testimony. These additional studies thoroughly and conclusively refute the criticisms the
CEC staff has raised. |

This testimony demonstrates that the claims made by the CEC staff and its hired
consultant are demonstrably false. The studies are also used to illustrate the mistakes on
which the testimony offered by the CEC are based and to illustrate that the theories they
offer are completely inappropriate for the questions at hand, having been developed for
application to economic phenomena unrelated to the issue of forced disclosure. A total of
84 auctions were studied.

The summary of results and conclusions is as follows:

1. The Disclosure of Residual Net Short Alone Is Sufficient to Drive Up
Prices Paid by Electricity Buyers, Without Collusion, Market Power, or

Conspiracy

2. Disclosure of A Large Residual Net Short Position Has an Exponentially
Higher Impact on Prices than Disclosure of Smaller Residual Net Short

Position

3. The Economic Theories Cited by Ms. Frayer Do Not Support the Forced
Disclosure of Residual Net Short .

The first two items will be discussed in Sections C through E below, related to my
new experiments in economics and its underlying theory. The final conclusion will be

presented in Section F.

18 “The declarations provided by the IOUs coyly imply coordinated interaction among suppliers, but do not
describe how these interactions are realized or how current structural elements in California support

these implications.” CEC/Frayer, p. 3.
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B. The Nature of Dr. Plott’s Study

I begin with a discussion of the features of the California electricity market about
which there is little debate: (i) the demand is relatively ihelastic; (ii) increasingly, the
market is experiencing limited supplies in which supply capacity is also becoming
inelastic;1® (iii) the implication is that the Residual Net Short (RNS) can be used to
measure the gap between needs and availability. These facts are generally accepted by
all.

Figure 1 illustrates the two concepts at the heart of the discussion, the nature of the
(net) demand and the mea.mng of RNS demand in relation to the (net) demand. The figure
represents the net demand for power by the utility company, the quantity beyond the
capacity to which it has access or under contract. As can be seen in the figure, demand for
electricity is reasonably constant to a point at which it drops off precipitously. This drop-
off represents the substantial demand inelasticity that is well known and often discussed
related to the electricity industry. It is generally accepted that the maximum price that

the market can absorb for a given gquantity of electricity consumption is very high up to a

' critical quantity, where electricity needs are substantially satisfied. Beyond that critical

quantity substantial price decreases will not stimulate additional consumption. That is,

there is a critical quantity at which electricity consumption becomes insensitive to price.

The amount of electricity consumed will be the same regardless of price (unless the price

becomes very high). That feature is represented in the curve for (net) electricity demand.

18 An exception is Frayer, p. 3, who asserts that electricity supply available to California is not subject to
capacity limitations due to the ease of entry. ,
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The vertical line is the location of the RNS. As can be seen, it is a meaningful

concept, because if quantities beyond that level are available, the needs considered most

dire by the consuming public will have been met. Greater quantity demanded can only be

stimulated by very low prices. Basically, the RNS represents the quantity that the 10U

must procure, that is, its demand for electrical power from suppliers. For all practical

purposes, the IOU can be forced to pay very high prices to attain that amount. For

marginal units beyond that amount, the company would pay very little. Again, these

properties of the market and RNS appear to be uncontroversial.

In this study suppliers will know the RNS but will not know the price points

associated with the RNS or any other part of the (net) market demand function. Thus we

will show that the CEC staffs theory is simply wrong in its claim that knowledge of the
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marginal willingness of the utility to pay somehow compromised the validity of my
previous testiniony.ﬂ

Figure 2 captures an important feature of market supply: the marginal cost of
power increases abruptly as capacity limitations are reached. Additional capacity (that is,
the marginal unit of supply) is costly to construct (i.e., there are significant barriers to
entry) and in some cases it is completely prohibited by policy constraints (such as |
prohibitions to construct nuclear and/or coal power in the state). The supply function
shown in the figure represents the marginal cost, which sharply increases after a limit,
The capacity limitations have been studied extensively and their existence and

magnitudes are not subject to extensive controversy.

Figure 2
Characteristics of (Net) Demand, Residual Net Short (RNS) and Capacity Limitations on Market
: Supply
Fig. 2
Price of é:gstunct‘-d Net Suppiyf I
Capacity | I Capacity Limit
S/KW
i
i
; Competitive Supply

funciion with
capacity limitations.

Net Short Demand

/ . for Capacity
f

kW Power Capacity

From the knowledge of the RNS, together with the capacity limits of the industry,

one can deduce the degree to which supply is tight or abundant relative to needs. RNSis -

20 See CEC/Frayer, p. 2 and p. 21.
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the vertical line that represents the amount that the utility must purchase and it
identifies the quantity at which the demand becomes highly inelastic. Because it bas an
obligation to meet its customer’s demands, the utility must pay what it takes to acquire
power capacity up to that quantity. The utility is thus willing (even reguired by its
obligation to serve) to pay high prices in order to meet its customer demand. But beyond
that point, the utility is willing to pay much less because its customer demand has been
satisfied. Thus, supplies beyond the RNS do not command a relatively high price but if
supply shrinks to less than the RNS, the price will shoot upward. That is, from knowledge
of industry supply limitation together with RNS one can deduce how much supply cutback
it would take to foree the prices up. The “cutback” required to force prices up equals the
RNS minus industry supply limitation is a measure of the cutback it would take to force
prices up. The gap suggests whether supply is tight or abundant relative to needs and
should suppliers successfully limit supply to close the gap they will be rewarded with
higher prices. It is important to note that as the data associated with residual net short
revelation become more “refined” the deductions and estimates about the amount of
“cutback” it takes to force dramatic price increases become easier to make and from a
supplier point of view a consensus about a common goal is more precisely formed. I do not
believe there is (or should be) controversy over these fundamental observations of market
behavior.

There is also substantial agreement2l that a key form of market organization (for
the purpose of policy analysis) is the auction institution. Thus, we implement an auction
market, the market institution that the CEC staff feels is most appropriate for analysis of
the wholesale power markets.22 The auction is a “discriminative price” auction foi‘-

multiple units: sellers offer many bids from which the buyer selects and pays the winners

2L See CEC/Frayer, p. 18.
1d.

k3
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the amount of their bid.22 This type of auction has been studied extensively in the
scientific literature and I have contributed to the science.24

The auction format is a natural extension of previous reports and testimony that
demonstrated the negative impact of disclosure on the electricity prices paid by the
consuming public when many buyers and sellers exist and when the markets were more
along negotiated lines. Since my report was criticized for not studying auctions, I submit
these results now. I note in passing that between this study and the study referenced in
the previous testimony, many subtle types of organizations exist as special cases. As a
consequence, the major conclusions I offer would be expected to hold for the many
institutional variations. In particular, I believe they apply to the market conditions in the
California market for electrical power. | |

Suppliers in the auctions have similar costs with asymmetries. According to Ms.
Frayer, symmetrical costs are thought to be necessary for collusion and make conspiracy
easier according.28 Ms. Frayer also claims that for successful coordination “the market

participants must be able to see each other’s prices, so as to punish firms that undercut

28 The auction is sometimes called a first price auction, especially when only one unit is bought or sold,
and is to be distinguished from excluded bid, one price, or second price auctions.

24 One of the first demonstrations that the multiple unit auction converged to a Nash equilibrium is
contained in D. M. Grether, Charles R. Plott and R. Mark Isaac’s The Allocation of Scarce Resources:
Experimental Economices and the Problem of Allocating Airport Slots, Boulder, CO: Westview Press,-
1989 and extended by Charles R. Plott and Gary J. Miller in “Revenue Generating Properties of Sealed-
Bid Auctions: An Experimental Analysis of One-Price and Discriminative Processes,” in Research in
Experimental Economics 3, edited by Vernon L. Smith. Greenwich, Cennecticut: JAI Press, 1985, 1
have made many other contributions to the study of auctions in both applied circumstances and in the
context of basic science. See Jacob K. Goeree, Charles R. Plott and John Wooders. “Bidders’ Choice
Auctions: Raising Revenues Through the Right to Choose,” Journal of the European - Economic
Associates. Forthcoming. See also Charles R. Plott and Timothy C. Salmon “The Simultaneous,
Ascending Auction: Dynamics of Price Adjustment in Experiments and in the UK. 3G Spectrum
Auction.”, Journal of Economic Behavior and Organization 53:3 (2004):353-383. Charles R. Plott and
Kay-Yut Chen. “Nonlinear Behavior in Sealed Bid First Price Auctions,” Games and Economic Behavior
25, (1998):34-78. '

25 CEC/Frayer p. 22.
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the other collaborators.”26 It is useful to notice that the conditions Ms. Frayer states as
nécessary for collusion are not present in the anctions I have studied. Moreover, I strongly
disagree with Ms. Frayer’s conclusion that these attributes are necessary preconditions.

In fact, the price increases I have observed as a result of the disclosure of RNS cannot be
attributed to collusion or any form of conspiracy. Furthermore, the conditions Ms. Frayer
lists as necessary for collusion were not present in the earlier studies that she atfempts to
criticize. Her theory that the data reported to you resulted from conspiracy or collusion is
simply and unequivocally false. While conspiracy and collusion can be real problems, they
are not the only mechanism through which the forced disclosure of RNS finds its way to
increase prices.

The focus of the study is the disclosure of the residual net short position. Basically,
this disclosure is an announcement of the quantity that the buyer plans to procure. In my
studies, the demand function itself is unknown to the suppliers. It isimportant to
emphasize this particular feature, since the CEC witnesses mistakenly think that an
announcement of the demand function, the marginal willingness of the supplier to pay, is
in some sense necessary for the disclosure of the RNS to have an adverse effect on prices.
I demonstrate in my studies that it is the RNS, and not the demand function itself, that
causes the dilatory effects. The results include a demonstration that the theory used by
the CEC experts as a tool for analysis is completely inappropriate for the phenomena at _
issue.

Five suppliers are studied in each of the auctions. It is well known in auction

theory and in experiments that test such theories that the basic principles operate

regardless of the number of bidders. However, it is important to note that the CEC

experts erroneously claim that the market consists of dozens of suppliers. In fact, a

26 CEC/Frayer, p. 22.
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typical procurement auction has only a small handful of suppliers who are qualified and
submit realistic bids.
C. The Results Of The Study
The central resultkof my study is easy to demonstrate. The disclosure of the RNS
influences the bids received by the buyer. When the RNS is high, the bids, and thus the
prices paid by the buyer, are high relative to what the buyer would pay in the absence of
the disclosure of the RNS. When the RNS is low, the bids and the prices paid by the buyer
are low relative to the amount that the buyer would pay in the absence of the disclosure of
the RNS. These features remain even if the competitive equilibrium price is unchanged,
thereby demonstrating that the price changes result from bids coordinated solely by the
public disclosure of the RNS and not the conspiracy theory that forms the substance of the
testimony of Ms. Frayer. Contrary to the claims of the CEC staff, the behavior occurs as a
natural feature of competition and the way that the public disclosure of RNS coordinates
bidding behavior of suppliers and has absolutely nothing to do with collusion or conspiracy
in any form. This is not to say that collusion is not a danger — it is. However, the concerns
of the IOUs about the impact of the forced disclosures on the prices paid by the consuming
public do not rest on a theory of conspiracy or collusion. The potential for higher prices is
a direct result of the forced disclosure of the RNS.
1. A Baseline

First we establish a baseline through the study of what happens when there

is no diéclosure of the RNS. Shown in Figure 3 are the bids, together with the competitive

market supply functions, which reflect the marginal cost of the suppliers.
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Figure 3
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The data shown in the figure are the average of the bids across several

experimental sessions, displayed in the form of a supply function that the buyer will face.
It is the average of suppliers’ bids as faced by the buyer over several auctions. In these
auctions the RNS is changed across auctions but the RNS is never announced to the
suppliers. That is, the suppliers do not know how much the buyer must procure when -
tendering bids in these auctions. The figure shows the average bid for each supply level |

for each of the RNS conditions studied.

As can be seen, the bids reflect a type of “markup” over cost. Furthermore, as

one can readily see, the market supply faced by the buyer remains the same in all of the
cases of buyer demand; that is, regardless of the absolute level of the RNS. Under the
conditions in which the suppliers do not know how much the buyer plans to procure the

behavior of the suppliers remains unchanged.
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RESULT 1: Bidding by suppliers is similar across all auctions and bidding of
suppliers is unresponsive to the needs of the buyer. That is, so long as the
suppliers are unaware of the buyer’s residual net short (how much the buyer
plans to procure), the behavior of the suppliers is the same.

2. The Effects of RNS Disclosure

In both theory and reality the situation is dramatically different in auctions
where the RNS is announced, as compared to the case when the RNS is not announced.
Figure 4 and Figure 5 are theoretical representations of the effects of the announcement
on the bidding behavior of suppliers. The case of concern for policy purposes is described
in Figure 4. When the RNS is large, suppliers react by increasing bids automatically. It is
a natural response to the public information that supplies are limited relative to demand.
Figure 5 captures the relationship between the level of the RNS announced and the bids
tendered by suppliers. When the RNS is small, the bids tendered by suppliers are smaller.
Thus the “revealed supply function,” the bids from which the buyer must select the
procurement, shifts according to the beliefs of the suppliers about the buying intentions of
the buyer. Thus, revelation of the intentions of the supplier has a predictable influence on
the options faced; |

The response of supplier bids to the common knowledge of whether supplies
are tight or abundant is not difficult to understand and is consistent with many of life’s
experiences. When a commodity scarcity is anticipated dug to poor weather or anticipated
bad harvest, the futures prices tend to go up. Anticipated profits of a company are
frequently forecast by the behavior of the stock market. With the knowledge of advancing
hurricanes, prices for items for which shortages are anticipated begin to rise. When
upcoming scarcities are anticipated, the uncoordinated response of a market is for priées

to increase reflecting that anticipation. Thus, there should be no surprise by the fact that

suppliers will increase their bids in response to a public announcement that supplies are

tight. That is exactly what will happen with the forced disclosure of the RNS. When RNS
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is large relative to supply, the suppliers can (and will) increase their bids and benefit from
the higher prices without danger of loss. The suppliers will benefit but the electricity-
consuming public will lose. Oh the other hand, if the RNS 1s not announced the suppliers
will not increase their bids on the anticipation of a tight market. The failure of the
suppliers to gain by capitalizing on the shortage will be the gain to the electricity

consuming public of California.

Figure 4

Announcement of Net Short Position and Supplier's Understanding of the General Properties of
Market Demand and Supply Coordinates Strategies Among Suppliers to Create Upward
Pressures on Prices in the Marketplace

Fig. 4
Announced Net
Price of Short
Capacity |
S

Competitive Supply
Tfunction.

< Net Short Dermnand
for Capacity

KW Capacity Power

With residual net shorl announced, each supplier has an incentive to hold back supply a little and
this incentive is expressed in the form of increased bids. A commion “shortiall” target is created
for suppiiers and suppliers incorporate this inte their bids. The net effect is for suppliers to
increase asking prices with the knowledge that others will do the same and that the buyer must
buy. This scarce supply relative to demand pushes prices up sharply:
» If supplies are short then the maximum amount that the 10U will pay is known to be high.
Prices are kept low by the expectation that compatitive suppliers will supply the IOU’s needs.
« If such sources of competitive supply are reduced below this target level then all suppliers will
benedit from higher prices paid by the 10U.
« That knowledge and coordination creates an incentive for each to hold back a little with the
coliective result of higher prices. :
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Figure 5

Announcement of Net Short Position and Supplier's Understanding of the General Properties of
Market Demand and Supply Coordinates Strategies Among Suppliers to Create Upward
Fig.5 Pressures on Prices in the Marketplace

Announced Nel Announced Net
Short Short
Price of Procurement small Procurement iarge
Capacity Known tight
SiW supply: bids high

Competitive Supply
function.

Known abundant
supply: bids low

Net Short Demand
for Capacity

kW Capacity Power

Large net short means
tight supply relative to
planned procurement
(demand) and thus less
aggressive competition
by all suppliers. Bids are
high.

Small net short signals
abundant supply relattve to
planned procurement
(demand) and thus aggressive
selling behavior by all
suppliers. Bids are low.

The actual responses of the suppliers for six different levels of RNS disclosure
are contained in Figure 6. As can be seen, the bids shift in response to supplier awareness
of the conditions of scarcity. It is important to notice that it is the revelation of the RNS
alone that signals this important feature of market conditions and coordinates the

suppliers. It is not necessary to assume conspiracy or collusion for this to occur.
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Figure 6

Fig. 6

Median Offer Schedules During Final 21 Periods (2 Disclesure Sessions Pooled): The Figher is the Net Dermnd Disdosed The Higher
Wil Be the Askine Prices Of Sellers At Procurement Auction
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RESULT 2. The prices required for procuring supply shift up monotonically as

the announced RNS goes up.
Selected parts of the data are displayed again in Figure 7A where both the

bids and the disclosed RNS are displayed for four different levels of disclosed RNS (see
Figures 7A, 7B, 7C and 7D). Again, it is clear that the impact of revealing the RNS is to

influence the bids and that the influence is to increase the bids when the disclosed RNS is

increased.
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Fig. 7 A

Figure 7A

Median Offer Schedules During ¥inal 21 Periods {2 Disclosure Sessions Pooled): The Higher is the Ned Demand Disclosed The Higher
WWill Be the Asking Prices Of Sellers At Procurement Auction
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Fig. 7B

Figure 7B

Median Offer Sciednles During Final 21 Periods (2 Disdesure Sessions Pooled): The Higheris the Net Denmnd Disciosed The Higher

Will Be the Asking Prices Of Sellers At Procurement Auction
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Fig. 7C

Figure 7C

Median Offer Schedales During Final 21 Periods (2 Disciosize Sessions Pooled): The Higher is the Net Dermand Disclosed The Figher

Will Be the Asking Prices OF Seliers At Procurement Arcfion
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Figure 7D

Fig. 7D

Median Offer Schedules During Final 21 Pecocs (2 Discosue Sessions Poaled): The Higheris the Net Denend Disciosed The Bigher
Will Be the Acking Prices Of Seliers At Frocrenent Aiction
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In other words, the behavior of bidders at auction is sensitive to their beliefs

about the behavior of other bidders, and those central beliefs are coordinated by the

announcement of the RNS. - This particular feature of behavior is no mystery. It 1s a fact

that has been demonstrated countless times and in many contexts, as was illustrated in

the paragraphs above.2 It is, in fact, so consistent with common sense and daily

27 An active study of the details of this phenomena has existed for years and 1is often referred to as
coordination problems. See Jack Ochs, Chapter 3: Coordination Problems in John H. Kagel and Alvin E.
Roth (editors), Handbook of Experimental Economics, Princeton University Press, 1995. The
phenomenon can be clearly seen in the behavior of futures markets. For the first experimental
demonstration, see Robert Forsythe, Thomas R. Palfrey and Charles R. Plott, “Futures Markets and
Informational Efficiency: A Laboratory Examination,” Journal of Finance, XXXIX (4), September 1984,

(C‘ontmued )
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experiences that it is remarkable that it even needs to be demonstrated. As the RNS
grows, so do the asking prices in the bids. That is, as the suppliers are made aware that
the gap between needs and available capacity is small they increase the amount they bid
and the cost to the buyer goes up. They are coordinated simply by the announcement of
the RNS.

The overall consequence for the buyer and the consuming public is clear.
When the I0U must buy small quanﬁties, the prices are low, but when it must buy large
quantities, the prices are high.

RESULT 3: The implications of forced disclosure of RNS are: (1) under
conditions of tight supply (large RNS), the prices paid by the buyer will be
higher than would be the prices had the RNS not been disclosed; (2) under
conditions of abundant supply (low RNS), the prices paid by the buyer will be
lower than would be the prices had the RNS not been disclosed.

These implications of forced disclosure are illustrated in Figure 8. The figure
contains the average price paid under different levels of disclosed RNS. When supplies
are abundant, that is, the RNS is small, the bids will be low and the prices of the
procurement will similarly be low. When the RNS is high, the IOU must buy large
quantities, the prices offered to the IOU at the procurement auction will be high. Thus, as
stated above, when the IOU only buys small quantities the prices are low, but when it
wants large quantities the prices are high and these facts are independent of whether or
not the market has the capacity to supply the needs. Figure 8 illustrates how the average

price varies with the announcement of the RNS.

Continued from the previous page :
055-81. It can also be seen in much more complex and interrelated systems. See Charles R. Plott and

Dean V. Williamson, “Markets for Contracts: Experiments Exploring the Compatibility of Games and
Markets for Games,” Economic Theory 16, 638-660 (2000). '
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The impact of the disclosure of RNS on total procurement cost can be
dramatic. The impact is the combination of increased prices due to the disclosure of
Residual Net Short when RNS is large coinciding with the need for increased purchases.
The effect is multiplicative. When the RNS is large, the procurement is large and the
prices at all levels of potential procurement are high. When the RNS is small, the
procurement is small and the prices at every level of procurement are small. The excess
expenditure gap shown in Figure 9 is the- difference between procurement cost when RNS
is annoﬁnced and procurement cost when RNS is not announced. Result 4 and Figure 9
illustrate the dramatic possibilities.

RESULT 4: The excess expenditure gap grows at a more than exponential rate
with the size of the RNS. That is, the percentage by which expenditures under

disclosure exceeds expenditure under non-disclosure increases as the size of the

RNS grows.
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Since the RNS is expected to grown in upcoming years (due primarily to the
expiration of existing contracts), its disclosure is likely to impose a severe burden on the
consuming public.

Some might mistakenly suggest that such patterns of behavior can be used
for strategic revelation of the RNS by the IOU. That is, the IOU’s customers are better off
when the RNS is small, so the IOU should announce this fact when that is the case. The
problem with such a policy is that the failure of an IOU to make such an announcement
would in and of itself signal a large need and thereby induce price increases exactly at the
time when the TOU will procure a large quéntii:y. Moreover, as a practical matter, once
the confidential information is revealed (for example, when the RNS is small), arguments
that it is confidential and cannot be revealed (when the RNS is large) are vitiated.

Therefore, the consuming public is better off leaving the suppliers with uncertainty about
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the IOU’s procurement plans. The prices paid by the public and the overall cost to the
public will on average be lower if the RNS is not revealed.
D. Explanation of Results - Why Does It Happen?

The public disclosure of the residual net short has two effects.28 First, the
announcement coordinates the strategies of suppliers and creates common expectations.
The announced RNS reveals the quantity at which market demand price drops rapidly,
reflecting the inelasticity of demand. Total industry capacity is well known to all
participants (e.g., the CEC reports such information in aggregate already) so when RN is
disclosed, suppliers know the quantity scale-back of supply that will produce dramatic
price increases. The more precise are the data that reveal the RNS, the better coordinated
and accurate are the expectations. Moreover, all know that if supplies are less than the
RNS quantity then the buyer will be forced to pay a high price. More importantly, all
suppliers know that all other suppliers know these facts. If other suppliers are acting in
their self-interest, as it is appropriate to assume, then all suppliers know that as the
public information indicates that the market is tight, other suppliers will bid higher, and
thus any individual supplier also has an incentive to bid higher. These properties are the
coordination features of the modern theory of Bayesian games that are used extensively by
the authors to which Ms Frayer appeals.

There is a second effect. A small RNS is the functional equivalent of the buyer
becoming a supplier (from previous purchases) against whom supphiers for the
procurement at hand must compete. It is a well known property of game theory that the

aggressiveness of bidding increases with the number of competitors.22 Thus, from the

28  Of course, if collusion or conspiracy is involved, additional principles become operative.

29 James Cox, V.L. Smith and James Walker, “Theory and Individual Behavior in First Price Auctions”
Journal of Risk and Uncertainty, 1 (1988) pp. 61-92.

39




10

11

12

13

14

15

16

18

19

20

21

22

23

24

25

26

27

point of view of a single supplier, when the RNS is low it is the functional equivalent of
many suppliers and competitive pressure will dictate low bids. If the RNS is high‘, then
from the point of view of a single supplier there are fewer competitors, so the supplier in
question can safely bid higher.

E. Interpretation Of The Results - What Do They Mean?

The basic principles tell us that the impact of the forced disclosure of RNS
coordinates the suppliers and removes uncertainty from each supplier about the beliefs of
other suppliers. By contrast, the testimony presented by the CEC staif, based on an
irrelevant theory of risk aversion, is so far off the mark that a discussion about the role of
risk aversion is needed. Indeed, Ms. Frayer has the economics exactly backward.

The reduction of uncertainty about the strategies of other participants and the
likelihood of a sale itself, when taken alone, is harmful to the buyer and thus helpful to
the suppliers. It is the uncertainty about the behavior of competitive suppliers, together
with the risk associated with being beaten by competitors (and possibly selling nothing),
that are important driving forces in how competition, especially in an auction market,
produces desirable results from the point of view of the procuﬁng agent. In a procurement
market, the risk aversion of suppliers (the risk of losing to the competition and making no
sale) drives prices down. The basic principles at work in a procurement auction, where
the bids are tendered as offers to sell, are also at work in auctions designed as a sale,
where the bids tendered are offers to buy, only the effect is the opposite. If bidders ina
procurement auction are risk averse, the unpleasant risk of losing the salein a
procurement auction forces the suppliers to lower prices. By contrast, if the auction is
organized as 